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N. H2 KELLEY, BERNICE KELLEY, CLYDE D. FARQUHAR, 
AND GLADYS FARQUHAR 


OcTOBER 1, 1951.—Ordered to be printed 


Mr. McCarran, from the Committee on the Judiciary, submitted 
the following 


REPORT 
[To accompany H. R. 1596] 


The Committee on the Judiciary, to which was referred the bi!l 
(H. R. 1596) for the relief of N. H. Kelley, Bernice Kelley, Clyde D. 
Farquhar, and Gladys Farquhar, having considered the same, reports 
favorably thereon without amendment and recommends that the bill 
do pass. 

PURPOSE 


The purpose of the proposed legislation is to determine the indi- 
vidual liability for income taxes for the taxable year 1944 of N. H. 
Kelley, Bernice Kelley, Clyde D. Farquhar, sole stockholders of 
Baker, Kelley, & MacLaughlin, Inc., which was liquidated pursuant to 
a plan of complete liquidation adopted on December 29, 1944, to have 
the benefits of section 112 (b) (7) (A) of the Internal Revenue Code 
shall be considered to have been filed within 30 days after the date of 
adoption of such plan, such benefits having been denied because the 
mailing of such election was delayed, without negligence or fault on 
the part of such stockholders, until the 31st day following the adoption 
of such plan. 

STATEMENT 


The proposed legislation recites that the persons named were denied 
the benefits of section 112 (b) (7) because the mailing of their elections 
was delayed, without their negligence or fault, until the thirty-first day 
following the adoption of the plan. Under section 112 (b) (7) (D) the 
elections must be filed, not mailed, within 30 days after the adoption 
of the plan. As stated in the bill, the plan of liquidation was adopted 
on December 29, 1944. The records of the Bureau of Internal 
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Revenue disclose that the elections were not received, and hence were 
not filed, until February 5, 1945, the thirty-eighth day following the 
adoption of the plan. 

Evidence in this matter seems to indicate that the claimants them- 
selves were not in any way at fault for the failure to file their election 
within the time specified. 

It would seem harsh to penalize these claimants for acts that were 
not deliberate, willful or even neglectful on their part when they were 
relying upon a certified public accountant firm to do those matters 
for them and while it is true that the elections were not filed within 
the time required by law, the committee is of the opinion that no 
fault or neglect attaches to the claimant for such failure and recom- 
mends that the bill H. R. 1596 be considered favorably. 

Attached hereto and made a part of this report are a letter from 
the Treasury Department relative to a similar bill in the Eighty-first 
Congress and other pertinent information. 


TREASURY DEPARTMENT, 
Washington, August 1, 1949. 
Hon. EMANUEL CELLER, 
Chairman, Committee on the Judiciary, 
House of Representatives, Washington, D. C. 


My Dear Mr. CHatrRMAN: Reference is made to your letter of May 20, 1949, 
requesting a report on H. R. 3412, a bill for the relief of N. H. Kelley, Bernice 
Kelley, Clyde D. Farquhar, and Gladys Farquhar. 

If enacted the proposed legislation would confer upon the persons named the 
benefits of section 112 (b) (7) of the Internal Revenue Code, although these 
persons, by not filing elections within the time limit, failed to bring themselves 
within the terms of that section. 

Section 112 (b) (7) of the code, added by section 120 of the Revenue Act of 
1943, provides special tax treatment for the gain realized by qualified electing 
shareholders in certain complete liquidations of domestic corporations. Such 
a liquidation must be effected in pursuance of a plan adopted after the date of 
the enactment of the act, distribution thereunder must be complete cancella- 
tion or redemption of all the stock of the corporation, and the transfer of all the 
property of the corporation must occur within some one month in 1944. To 
obtain the benefits of section 112 (b) (7), the shareholder must make a written 
election which must be filed within 30 days after the adoption of the plan of 
liquidation. In the case of shareholders other than corporations, the benefits 
of the section are available only if elections have been filed by such shareholders 
who, at the time of the adoption of the plan of liquidation, were owners of stock 
possessing at least 80 percent of the total combined voting power (exclusive of 
the voting power possessed by stock owned by corpcrations) of all classes of 
stock entitled to vote on the adoption of the plan of liquidation. 

Section 29.112 (b) (7)—3 of regulations 111, adopted in pursuance of paragraph 
(D) of section 112 (b) (7) of the code, requires that such elections ‘‘shall be filed 
by the shareholder or by the liquidating corporation with the Commissioner of 
Internal Revenue, Washington 25, D. C., attention of the Income Tax Unit, 
Records Division, within thirty days after the adoption of the plan of liquidation.” 

The proposed legislation recites that the persons named were denied the bene- 
fits of section 112 (b) (7) because the mailing of their elections was delayed, with- 
out their negligence or fauJt, until the thirty-first day following the adoption of the 
plan. Under section 112 (b) (7) (D) the elections must be filed, not mailed, 
within 30 days after the adoption of the plan. As stated in the bill, the plan of 
liquidation was adopted on December 29, 1944. The records of the Bureau of 
Internal Revenue disclose that the elections were not received, and hence were 
not filed, until February 5, 1945, the thirty-eighth day following the adoption of 
the plan. 

It would seem that there is but little material difference between this case and 
numerous other cases in which taxpayers have attempted, by congressional Jegis- 
lation, to obtain relief from the results of their own failure to act within prescribed 
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periods of limitation for the obtaining of tax benefits or the avoiding of tax penal- 
ties. The granting of relief in any case of this character would create a dangerous 
precedent in tax administration, prevent the orderly administration of the in- 
ternal-revenue laws by making the operation of statutes of limitation against 
taxpayers dependent upon what might be deemed equitable in the particular case, 
invite the deluging of Congress with requests for special relief, and discriminate 
against taxpayers in geueral by the selection of a few taxpavers for special treat- 
ment through the waiver of statutes of limitation. Consequently, the Treasury 
Department has taken the position, which Congress itself has sanctioned, that it is 
sound public policy to enforce statutes of limitation against taxpayers, as well as 
against the Government, without exception. 

Under the circumstances, therefore, the Treasury Department is not in favor 
of the enactment of H. R. 3412. 

The Director, Bureau of the Budget, has advised the Treasury Department that 
there is no objection to the presentation of this report. 

Very truly yours, 
Tuomas J. Lyncu, 


Acting Sec retary of the Treasu y. 


{ACINE & KNIGHT, 
CERTIFIED Pusiic ACCOUNTANTS, 
Tacoma 2, Wash., January 4, 1948. 

In re N. H. Kelley, Bernice M. Kelley, Tacoma, Wash.; Clyde D. Farquhar, 

Gladys Farquhar, Sumner, Wash.; Baker, Kelley & MacLaughlin, Ine 

Tacoma, Wash. 
INTERNAL REVENUE AGENT IN CHARGE, 

1331 Third Avenue Building, Seattle, Wash. 

(Attention: Harry O. Swanson.) 

Dear Str: This is a petition for a review of the denial and a reacceptance of 
Election of Shareholder Under Section 112 (b) (7) (Form 964) and Return of 
Information Covering the Adoption of a Resolution in Complete Liquidation 
(Form 966) filed by the above-named corporation, Baker, Kelley & MacLaughlin, 
Inc., pursuant to a plan of complete liquidation adopted December 29, 1944. 

In a letter of November 14, 1947, addressed to Internal Revenue Agent in 
Charge, Seattle Division, symbols IT:R:B: SEC: WYB, and signed by E. R 
McLarney, Deputy Commissioner, the elections so filed were rejected on the 
grounds that they had not been filed with the Commissioner of Internal Revenue 
within 30 days of the adoption of the plan and therefore did not qualify under the 
requirements of section 112 (b) (7) 

teference is also made to the concurrent reports of Internal Revenue Agent 
Harry O. Swanson, based upon his examination of the returns of the four above- 
named individuals (owners of the stock of Baker, Kelley & MacLaughlin, Ine 
for the taxable vear of 1944 in which the benefits of section 112 (b) (7) are denied 
and a purported gain on the stock so received in liquidation of that corporation is 
taxed to these individuals, resulting in proposed additional taxes. 

It is admitted that the three sets of forms (two sets of Form 964 and one set of 
Form 966) were not mailed by this office (Racine & Knight, certified public 
accountants) until January 29, 1945; this tardiness being for reasonable cause and 
not due to neglect as will be shown in this petition 

The meticulously kept reeords of this office disclose that rough drafts of Forms 
964 and 966 were submitted to the attorney for Baker, Kelley & MacLaughlin, 
Inc., on January 6, 1945, and were returned with his approval on January 10, 1945. 
They were copied and proofread on January 13, 1945 

The processing and supervision of all income tax and related matters has been 
in the capable hands of an office manager for a period in excess of 17 years (at 
January 1945). This included the sending of tax returns and similar forms to 
clienis for their signature and following through to see that they were returned on 
time for correct and timely filing. Every reasonable safeguard had been set up 
based on these years of experience to avoid anything that would delay aciion on 
any document. These forms were delivered to the taxpayers for signature on 
January 23, 1945. They were signed and notarized by them on January 24, 1945, 
and returned to this office for filing. The office manager became seriously ill on 
the 23d of January and did not return to work until February 1, 1945, although 
each day it was believed that she would return. (She was on sick leave for a 
6-month period later in the year 
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On January 29, 1945, other employees took over the details of that desk and 
discovered the particular forms in question, so proceeded to attend to them 
immediately. 

Neither the taxpayers nor their agents were in any way negligent in the matter, 
and the tardiness was the result of reasonable cause and not of neglect or care- 
lessness in any way. As a matter of fact, this office has maintained an enviable 
record attending to matters of this type for a period in excess of 25 years, and, 
to the best of our knowledge, no taxpayers have ever before been inconvenienced 
or embarrassed because of a failure to timely prepare or file tax data. 

The rejection of the elections filed by the individual taxpayers under section 
112 (b) (7), resulting as it does in proposed additional taxes, which were not con- 
templated at the time the liquidation was undertaken, has the practical effect of 
imposing a penalty on the individual taxpayers for a tardiness that was not 
caused by neglect. Section 219 of the code treats penalties as additions to the 
tax; hence, it would follow that any rule or limitation that would apply to a 
penalty would likewise apply to an additional tax caused by failure to file an 
election, properly made, within the stated period. 

While no precedent can be found specifically authorizing the Commissioner to 
accept the tardy filing of elections under section 112 (b) (7) under conditions 
such as described above, there is ample authority for not requiring the imposition 
of additional taxes provided by the code for failure to file varioi s forms of Federal 
income tax returns on time when “‘reasonable cause’”’ isshown. Probably the most 
pertinent decision is that of Hatfried, Inc., a corporation, and Samuel Friedland, 
Hattie Friedland, and Abe Maloff, Trustees in Dissolution of said Hatfried, Inc., 
petitioners v. Commissioner of Internal Revenue, respondent (U. 8S. Circuit Court 
of Appeals for the Third Circuit, No. 9180, October term 1946; argued November 
21, 1946; filed June 11, 1947; reported at C. C. H. 1947, vol. 4, par. 9294). 

In the above case, Form 1120H (personal holding company) return was not 
filed, although the taxpayer had disclosed all of the facts to the accountant 
preparing its returns, who in turn disclosed all facts on the taxpaver’s return 
(Form 1120). It was stated (see pp. 12650-12651 of C. C. H. 1947): 

“To accord the status of ‘experts’ on the tax laws to accountants for representa- 
tion purposes and then to hold that taxpayers who entrust to them the task of 
preparing their tax returns run the risk of paying heavy penalties should they 
err in the discharge of their assignment creates an absurd situation.’’ 

* * * * * * * 

“To hold that a taxpayer who selects as his agent a certified public accountant 
(to whom as a class the Treasury Department and the Tax Court itself accord 
recognition as ‘experts’ and as ‘counse]’) has failed to exercise ‘ordinary business 
care and prudence’ and becomes liable for error of his adviser as ‘agent’ is an 
inconceivable proposition. 

“Tt is evident from the foregoing that (1) the finding that there was no ‘reason- 
able cause’ was without ‘substantial basis’ * * *,” 


* * * * + * * 

“The irrefragable conclusion from the record is that the taxpayer here, in fact 
and in law, exercised such ordinary business care and prudence as to bring him 
within the rule that ‘reasonable care means nothing more than the exercise of 
ordinary business care and prudence,’ and that there was no ‘willful neglect.’ ”’ 

Similar authority is granted in the cases of Frederick Smith Enterprise Company 
v. Commissioner (Dkt. 11158, June 4, 1947, Tax Court memo opinion, 1947, 
C. C. H. 7528 M); Safety Tube Corporation v. Commissioner (Dkt. 5517, April 2, 
1947, 8 T. C. 757, 1947 C. C. H. 7403); Girard Investment Company, petitioner, 
Wi Commissione a U, Ss. C. C. A. 3d, No. 7696; see aH C. H. 1644.12); the Economy 
Savings and Loan Company, petitioner, v. Commissioner of Internal Revenue, 
respondent (U. S. C. C. A. Sixth Circuit, No. 10197). Garrett Holding Corp. 
Cat , No. 134). 

In each of the cases cited, the taxpayer having relied upon an agent of the 
Treasury Department, the penalties for failure to file tax returns on time were 
not imposed. 

The delay does not deprive the Government of anything; first, for the reason 
that the election was mailed and had passed beyond the control of the taxpayer 
within the statutory time, and no events occurred within the interim that changed 
the conditions; and, second, for the reason that the taxpayers actually realized 
no income through the dissolution of the corporation, Baker, Kelley & Mac- 
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Laughlin, Inc. Consequently, no tax should be assessed in any event. This is 
borne out by the relative conditions existing before and after the dissolution as 
hereinafter explained. 

Messrs. Kelley and Farquhar were the sole stockholders of Baker, Kelley & 
MacLaughlin, Inc., which was a dormant holding company. They also held as 
qualifying shares 2 percent each of the outstanding stock of Kelley, Farquhar 

Co., an operating subsidiary of Baker, Kelley & MacLaughlin, Inc., which 
latter holding company owned the remaining 96 percent of the outstanding stock. 
The head offices of both companies were at Tacoma, Wasb., and consolidated 
income tax returns had been filed for many vears, so that for tax purposes there 
was but one taxpayer. At the time of the dissolution, the only assets of Baker, 
Kelley & MacLaugblin, Inc., the holding company, were its investment in the 
stock of the subsidiary, Kelley, Farquhar & Co., and an account receivable owing 
by that same company. In liquidation, the individuals received the stock and 
accounts receivable owed by the subsidiary company in exchange for their stock in 
the holding company. Thus, it will be seen that the individuals actually received 
nothing that they did not already possess. In other words, they were the sole 
stockholders of Kelley, Farquhar & Co. through the medium of the holding com- 
pany before the dissolution of that company; and they were the sole stockholders 
afterward, holding stock representing the identical assets and one others so 
that no income of any kind whatsoever was received by them—definitely none 
that could properly be subjected to taxation as income under the sixteenth 
amendment to the Consitution. 

Attention is also called to a condition that caused both the taxpayers and 
ourselves to believe that the election, though tardy, had been accepted by the 
Commissioner. On November 2, 1945, the taxpayer-corporation received a letter 
from the Commissioner of Internal Revenue dated October 26, 1945, requesting 
further information concerning the dissolution under the provisions of section 
112 (b) (7). This supporting data was submitted in a letter dated November 20, 
1945. The inquiry coming, as it did, approximately 9 months following the filing 
of the elections, without the slightest implication that the elections had not been 
accepted, indicated that the election had been accepted and caused both the 
taxpayers and ourselves to believe that the election had been accepted. The 
absence of further correspondence for nearly 3 years following the filing of the 
elections also confirms this belief. It is our belief that once having accepted the 
election, the Commissioner is estopped from denying it later. In Frederick Smith 
Enterprise Co., it was held that no penalties accrued. This was found true owing 
to the failure of the Commissioner’s subordinates to give notice of potential 
liability and reliance upon an accountant (C. C. H. 1947, par. 7528 M (5)). 

Under the circumstances, it is respectfully requested that the elections be 
accepted as having been properly and timely filed and that the proposed tax 
against the individual taxpayers not be assessed. Whenever the stock of the 
subsidiary is either sold or redeemed, the taxpayer will then be assessable as was 
intended when they dissolved the holding company and made the election under 
section 112 (b) (7). The taxpayers submit herewith an agreement to that effect. 

Your attention is further called to the fact that January 29, 1945, fell on a 
Monday, 31 days after December 29, 1944, Sunday being a holiday, so that there 
was substantial compliance with the requirements of section 112 (b) (7). So far 
as the taxpayers were concerned, the election made was irrevocable within the 
statutory period. 

Racine & KNIGHT, 
Certified Public Accountants. 
{0BERT T. KNIGHT, 
Certified Public Accountant. 


STATE OF WASHINGTON, 
County of Pierce, ss: 

The undersigned, being duly sworn on oath doth depose and say: 

First, that we are the persons referred to in the attached petition dealing with 
the matter of a liquidation of Baker, Kelley & MacLaughlin, Inc.; 

Second, that we have read this petition, and find it to be true and accurate; and 

Third, we respectfully request that this petition be given full consideration by 
the revenue agent in charge and the Commissioner of Internal Revenue; 

Fourth, we agree that, after approval of our election, the basis of the stock we 
hold and that we received in liquidation in the Kelley, Farquhar & Co. shall be 
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the same as the basis of the Baker, Kelley & MacLaughlin, Inc., stock originally 
held by us. 
N. H. KeE..ey, 
(For the community of N. H. Kelley and Bernice M. Kelley). 
CirypE D. FARQUHAR, 
(For the community of Clyde D. Farquhar and Gladys Farquhar). 


Subscribed and sworn to before me this 24th day of June A. D. 1949. 


[SEAL] D. J. PuRNELL, 
Notary Public. 


